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Example (6). Assume the same facts as in
example (5) and assume further that E’s ac-
tive duty status is extended indefinitely, but
that E has an employment contract with M
which provides that upon the termination of
any military duty E may be required to
serve, E will be entitled to reemployment
with M or a parent or subsidiary of M. E ex-
ercises his M option while on active military
duty. Irrespective of whether E is an em-
ployee of M within the meaning of section
3401(c) and the regulations thereunder at the
time of such exercise or within 3 months be-
fore such exercise, section 421 can apply to
such exercise.

Example (7). X Corporation grants a quali-
fied stock option to A, an employee of X Cor-
poration, whose employment contract pro-
vides that in the event of illness, A’s right to
reemployment with X, or a parent or sub-
sidiary of X, will continue for 1 year after
the time A becomes unable to perform his
duties for X. A falls ill for 90 days. For pur-
poses of section 422(a)(2), A’s employment re-
lationship with X will be treated as uninter-
rupted during the 90-day period. If A’s inca-
pacity extends beyond 90 days, then, for pur-
poses of section 422(a)(2), A’s employment re-
lationship with X will be treated as con-
tinuing uninterrupted until A’s reemploy-
ment rights terminate. Under section
422(a)(2), A has 3 months in which to exercise
his qualified stock option after his employ-
ment relationship with X (and its parent and
subsidiary corporation) is terminated.

(i) Related corporation. The term “re-
lated corporation”, used for purposes of
convenience in this section and §§1.421-
8 through 1.425-1, means a corporation
which is a parent or subsidiary cor-
poration (as defined by section 425 (e)
and (f) and the regulations thereunder).

(Secs. 83 and 7805 of the Internal Rvenue
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26
U.S.C. 83 and 7805))

[T.D. 6887, 31 FR 8787, June 24, 1966, as
amended by T.D. 6975, 33 FR 14779, Oct. 3,
1968; T.D. 7554, 43 FR 31927, July 24, 1978]

§1.421-8 General rules.

(a) Effect of qualifying transfer. (1) If a
share of stock is transferred to an indi-
vidual pursuant to his exercise of a
statutory option, and if the require-
ments of section 422(a) (relating to
qualified stock options), section 423(a)
(relating to employee stock purchase
plans), or section 424(a) (relating to re-
stricted stock option), whichever is ap-
plicable, are met, then—

(i) Except as provided in section
422(c)(1) (relating to exercise of option
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when price is less than value of stock),
and paragraph (e)(2) of §1.422-2, no in-
come shall result at the time of the
transfer of such share to the individual
upon his exercise of the option with re-
spect to such share;

(ii) No deduction under section 162 or
the regulations thereunder (relating to
trade or business expenses) shall be al-
lowable at any time to the employer
corporation, a related corporation of
such corporation, or a corporation
issuing or assuming a stock option in a
transaction to which section 425(a) and
paragraph (a) of §1.425-1 (relating to
corporate reorganizations, liquida-
tions, etc.) applies, with respect to the
share so transferred; and

(iii) No amount other than the price
paid under the option shall be consid-
ered as received by any of such cor-
porations for the share so transferred.

(2) For the purpose of this paragraph,
each share of stock transferred pursu-
ant to a statutory option is treated
separately. For example, if an indi-
vidual, while employed by a corpora-
tion granting him a statutory option,
exercises the option with respect to
part of the stock covered by the option,
and if such individual exercises the bal-
ance of the option more than three
months after leaving such employ-
ment, the application of section 421 to
the stock obtained upon the earlier ex-
ercise of the option is not affected by
the fact that the income taxes of the
employer and the individual with re-
spect to the stock obtained upon the
later exercise of the option are not de-
termined under section 421.

(b) Effect of disqualifying disposition.
(1) The disposition of a share of stock,
acquired by the exercise of a statutory
option before the expiration of the ap-
plicable holding period as determined
under section 422(a)(1), 423(a)(1), or
424(a)(1), makes section 421 inappli-
cable to the transfer of such share. The
income attributable to such transfer
shall be treated by the individual as in-
come received in the taxable year in
which such disposition occurs. Simi-
larly, a deduction under section 162 at-
tributable to the transfer of the share
of stock pursuant to the exercise of the
option shall be allowable for the tax-
able year in which such disposition oc-
curs to the employer corporation, its
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parent or subsidiary corporation or a
corporation issuing or assuming a
stock option in a transaction to which
section 425(a) applies. In such cases, no
amount shall be treated as income, and
no amount shall be allowed as a deduc-
tion, for any taxable year other than
the taxable year in which the disposi-
tion occurs. If the stock was trans-
ferred pursuant to the exercise of the
option in a taxable year other than the
taxable year of the disposition, the
amount of the deduction shall be deter-
mined as if the employee had been paid
compensation at the time provided in
paragraph (d) of §1.421-6.

(2) Section 421 is not made inappli-
cable by a transfer before the expira-
tion of the applicable holding period as
determined under section 422(a)(l),
423(a)(1), or 424(a)(1), if such transfer is
not a disposition of the stock as de-
fined in section 425(c) and paragraph (c)
of §1.425-1, for example, a transfer from
the decendent to his estate or a trans-
fer by bequest or inheritance. Simi-
larly, a disposition by the executor, ad-
ministrator, heir, or legatee is not a
disposition by the decedent. In case a
statutory option is exercised by the es-
tate of the individual to whom the op-
tion was granted, or by a person who
acquired the option by bequest or in-
heritance or by reason of the death of
such individual, see paragraph (c) of
this section.

(3) For special rules relating to a dis-
qualifying disposition of a share of
stock acquired by the exercise of a
qualified stock option, see paragraph
(b) of §1.422-1.

(c) Exercise by estate. (1) If a statutory
option is exercised by the estate of the
individual to whom the option was
granted, or by any person who acquired
such option by bequest or inheritance
or by reason of the death of such indi-
vidual, section 421(a) applies to such
exercise in the same manner as if such
option had been exercised by such de-
ceased individual. Consequently, ex-
cept as provided by section 422(c)(1) and
paragraph (e)(2) of §1.422-2, neither the
estate nor such person is required to
include any amount in gross income as
a result of a transfer of stock pursuant
to such exercise of the option. Nor does
section 421(a) become inapplicable if
such executor, administrator, or person
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disposes of the stock so acquired before
the expiration of the applicable holding
period as determined under section
422(a)(1), 423(a)(1), or 424(a)(1). This spe-
cial rule does not affect the applica-
bility of section 1222, relating to what
constitutes a short-term and long-term
capital gain or loss. The executor, ad-
ministrator, or such person need not
exercise the option within three
months after the death of the indi-
vidual to whom the option was granted
for section 421(a) to be applicable. How-
ever, the exercise of the option must be
pursuant to the terms of the option,
and any change in the terms of the op-
tion is subject to the rules of para-
graph (e) of §1.425-1, relating to the
modification, extension, or renewal of
the option. Section 421(a) is applicable
even though such executor, adminis-
trator, or person is not employed by
the corporation granting the option, or
a related corporation, either when the
option is exercised or at any time.
However, section 421(a) is not applica-
ble to an exercise of the option by the
estate or by such person, unless the in-
dividual to whom the option was grant-
ed met the employment requirements
of section 422(a)(2), 423(a)(2), or
424(a)(2), whichever is applicable, ei-
ther at the time of his death or within
three months before such time. If the
option is exercised by a person other
than the executor or administrator, or
other than a person who acquired the
option by bequest or inheritance or by
reason of the death of such deceased in-
dividual, section 421(a) is not applica-
ble to the exercise. For example, if the
option is sold by the estate, section
421(a) does not apply to an exercise of
the option by such buyer; but if the op-
tion is distributed by the adminis-
trator to an heir as part of the estate,
section 421(a) is applicable to an exer-
cise of the option by such heir.

(2) Any transfer by the estate, wheth-
er a sale, a distribution of assets, or
otherwise, of the stock acquired by its
exercise of the option under this para-
graph is a disposition of the stock.
Therefore, if section 423(c), or 424(c)(1)
is applicable, the estate must include
an amount as compensation in its gross
income. Similarly, if section 423(c) or
424(c)(2) is applicable in case of an exer-
cise of the option under this paragraph
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by a person who acquired the option by
bequest or inheritance or by reason of
the death of the individual to whom
the option was granted, there must be
included in the gross income of such
person an amount as compensation, ei-
ther when such person disposes of the
stock, or when he dies owning the
stock.

(3)(i) If, under section 422(c)(1), 423(c),
or 424(c)(1), an amount is required to be
included in the gross income of the es-
tate or of such person, the estate or
such person shall be allowed a deduc-
tion as a result of the inclusion of the
value of the option in the estate of the
individual to whom the option was
granted. Such deduction shall be com-
puted under section 691(c) by treating
the option as an item of gross income
in respect of a decedent under section
691 and by treating the amount re-
quired to be included in gross income
under section 422(c)(1), 423(c), or
424(c)(1), as an amount included in
gross income under section 691 in re-
spect of such item of gross income. No
such deduction shall be allowable with
respect to any amount other than an
amount includible under section
422(c)(1), 423(c), or 424(c)(1). For the
rules relating to the computation of a
deduction under section 691(c), see
§1.691(c)-1.

(ii) The application of subdivision (i)
may be illustrated by the following ex-
ample:

Example. On June 1, 1964, E was granted an
option under an employee stock purchase
plan to purchase for $85 one share of the
stock of his employer. On such day, the fair
market value of such stock was $100 per
share. E died on February 1, 1966, without
having exercised such option. The option
was, however, exercisable by his estate, and
for purposes of the estate tax was valued at
$30. On March 1, 1966, the estate exercised the
option, and on March 15, 1966, sold for $150
the share of stock so acquired. For its tax-
able year including March 15, 1966, the estate
is required by sections 421(c)(1)(B) and 423(c)
to include in its gross income as compensa-
tion the amount of $15. During such taxable
year, no amounts of income were properly
paid, credited, or distributable to the bene-
ficiaries of the estate. However, under sec-
tion 421(c)(2), the estate is entitled to a de-
duction determined in the following manner.
E’s estate includes no other items of income
in respect of a decedent referred to in section
691(a), and no deductions referred to in sec-
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tion 691(b), so that the value for estate tax
purposes of the option, $30, is also the net
value of all items of income in respect of the
decedent. The estate tax attributable to the
inclusion of the option in the estate of E is
$10. Since $15, the amount includible in gross
income by reason of sections 421(c)(1)(B) and
423(c), is less than the value for estate tax
purposes of the option, only %0 of the estate
tax attributable to the inclusion of the op-
tion in the estate is deductible; that is, %o
of $10, or $5. No deduction under section
421(c)(2) is allowable with respect to any cap-
ital gain.

@(@) In the case of an employee
dying before January 1, 1957, the basis
of any share of stock acquired by the
exercise of a restricted stock option
under this paragraph, determined
under section 1011, shall be increased
by an amount equal to the amount in-
cludible as compensation in his gross
income under section 424(c)(1). The
basis of the share shall not be in-
creased by reason of the inclusion of
the value of the restricted stock option
in the estate for estate tax purposes.

(if)(@) In the case of an employee
dying after December 31, 1956, the basis
of any share of stock acquired by the
exercise of an option under this para-
graph, determined under section 1011,
shall be increased by an amount equal
to the portion of the basis of the option
attributable to such share. For exam-
ple, if a statutory option to acquire 10
shares of stock has a basis of $100, the
basis of one share acquired by a partial
exercise of the option, determined
under section 1011, would be increased
by 1/10th of $100, or $10. The option ac-
quires a basis, determined under sec-
tion 1014(a), only if the transfer of the
share pursuant to the exercise of such
option qualifies for the special tax
treatment provided by section 421(a).
To the extent the option is so exer-
cised, in whole or in part, it will ac-
quire a basis equal to its fair market
value at the date of the employee’s
death or, if an election is made under
section 2032, its value at its applicable
valuation date. In certain cases, the
basis of the share is subject to the ad-
justments provided by (b) and (c) of
this subdivision, but such adjustments
are only applicable in the case of an op-
tion which is subject to section
422(c)(1), 423(c), or 424 (c)(1).
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(b) If the amount which would have
been includible in gross income under
section 422(c)(1), 423(c), or 424(c)(1) had
the employee exercised the option on
the date of his death and held the share
at the time of his death exceeds the
amount which is includible in gross in-
come under such section, the basis of
the share, determined under (a) of this
subdivision, shall be reduced by such
excess. For example, if $15 would have
been includible in the gross income of
the employee had he exercised the op-
tion and held such share at the time of
his death, and only $10 is includible
under section 422(c)(1), 423(c), or
424(c)(1), the basis of the share, deter-
mined under (a) of this subdivision,
would be reduced by $5. For purposes of
determining the amount which would
have been includible in gross income
under section 422 (c)(1), 423(c), or
424(c)(1), if the employee had exercised
the option and held such share at the
time of his death, the amount which
would have been paid for the share
shall be computed as if the option had
been exercised on the date the em-
ployee died.

(c) If the amount includible in gross
income under section 422(c)(1), 423(c),
or 424(c)(1), exceeds the portion of the
basis of the option attributable to the
share, the basis of the share, deter-
mined under (a) of this subdivision,
shall be increased by such excess. Thus,
if $15 is includible in gross income
under such section, and the basis of the
option with respect to the share is $10,
the basis of the share, determined
under (a) of this subdivision, will be in-
creased by $5.

(iii) If a statutory option is not exer-
cised by the estate of the individual to
whom the option was granted, or by
the person who acquired such option by
bequest or inheritance or by reason of
the death of such individual, the option
shall be considered to be property
which constitutes a right to receive an
item of income in respect of a decedent
to which the rules of sections 691 and
1014(c) apply.

(iv) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). On June 1, 1955, the X Corpora-
tion granted to E, an employee, a restricted
stock option to purchase a share of X Cor-
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poration’s stock for $85. The fair market
value of the X Corporation stock on such
date was $100 per share. On June 1, 1956, E
died. The fair market value of the X Corpora-
tion stock on such date exceeded $100 per
share and the fair market value of the option
on the applicable valuation date was $35. On
August 1, 1964, the estate of E exercised the
option and sold the share of X Corporation
stock at a time when the fair market value
of the share was $90. The estate is required
by section 424(c)(1) to include $5 in its gross
income as compensation. Since E died before
January 1, 1957, the basis of the share is $90
(the $85 paid for the stock plus the $5 includ-
ible in gross income as compensation), and
the basis of the share is not increased by rea-
son of the inclusion of the value of the op-
tion in the estate of E (see section 1014(d) (as
in effect with respect to taxable years ending
before January 1, 1957)). Thus, no gain or loss
is realized on the disposition of the share
since the basis of the share is equal to the
sale price.

Example (2). On June 1, 1964, the X Corpora-
tion granted to E, an employee, an option
under its employee stock purchase plan to
purchase a share of X Corporation stock for
$85. The fair market value of X Corporation
stock on such date was $100 per share. On
June 1, 1966, E died. The fair market value of
X Corporation stock on such date exceeded
$100 per share and the fair market value of
the option on the applicable valuation date
was $35. On August 1, 1966, the estate of E ex-
ercised the option and sold the share of X
Corporation stock at a time when the fair
market value of the share was $120. The basis
of the share is $120 (the $85 paid for the stock
plus the $35 basis of the option). When the
share is sold for $120, the estate is required
to include $15 in its gross income as com-
pensation. Since $15 would have been includ-
ible in E’s gross income if he had exercised
the option and held such share at the time of
his death, subdivision (ii)(b) of this subpara-
graph does not apply. Moreover, since the $15
includible in the gross income of the estate
does not exceed the basis of the option ($35),
subdivision (ii)(c) of this subparagraph does
not apply. Since the basis of the stock and
the sale price are the same, no gain or loss
is realized by the estate on the disposition of
the share.

Example (3). Assume the same facts as in
example (2), except that the fair market
value of the share of stock at the time of its
sale was $90. The basis of the share, deter-
mined under subdivision (ii)(a) of this sub-
paragraph, is $120 (the $85 paid for the stock
plus the $35 basis of the option). When the
share is sold for $90, the estate is required to
include $5 in its gross income as compensa-
tion. If the employee had exercised the op-
tion and held the share at the time of his
death, $15 would have been includible in
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gross income as compensation for the tax-
able year ending with his death. Since such
amount exceeds by $10 the amount which the
estate is required to include in its gross in-
come, subdivision (ii)(b) of this subparagraph
applies, and the basis of the share ($120), de-
termined under subdivision (ii)(a) of this
subparagraph is reduced by $10. Accordingly,
the basis is $110, and a capital loss of $20 is
realized on the disposition of the share.

Example (4). Assume the same facts as in
example (2), except that the fair market
value of the option on the applicable valu-
ation date was $5, and that the fair market
value of X Corporation stock on the date the
employee died did not exceed $100. The basis
of the share, determined under subdivision
(ii)(a) of this subparagraph, is $90 (the $85
paid for the stock plus the $5 basis of the op-
tion). When the share is sold for $120, the es-
tate is required to include $15 in its gross in-
come as compensation. Since such amount
exceeds by $10 the basis of the option, sub-
division (ii)(c) of this subparagraph applies,
and the basis of the share ($90), determined
under subdivision (ii)(a) of this subpara-
graph, is increased by $10. Accordingly, the
basis is $100 and a capital gain of $20 is real-
ized on the disposition of the share.

Example (5). Assume the same facts as in
example (2), except that on June 1, 1966, the
date the employee died, the fair market
value of X Corporation stock was $98, and
that on June 1, 1967, the alternate valuation
date, the fair market value of the stock had
declined substantially, and the fair market
value of the option was $5. On August 1, 1967,
the estate of E exercised the option and sold
the share when its fair market value was $92.
The basis of the share, determined under
subdivision (ii)(a) of this subparagraph, is $90
(the $85 paid for the stock plus the $5 basis of
the option). When the share is sold for $92,
the estate is required to include $7 in its
gross income as compensation. Since $13
would have been includible in E’s gross in-
come if he had exercised the option and held
such share at the time of his death, subdivi-
sion (ii)(b) of this subparagraph applies, and
the basis of the share ($90), determined under
subdivision (ii)(a) of this subparagraph, is re-
duced by $6 to $84. Furthermore, since the $7
that the estate is required to include in its
gross income when the share is sold for $92
exceeds by $2 the basis of the option, subdivi-
sion (ii)(c) of this subparagraph applies, and
the basis of the share ($84), determined under
subdivision (ii)(a) and (ii)(b) of this subpara-
graph, is increased by $2. Accordingly, the
basis is $86 and a capital gain of $6 is realized
on the disposition of the share.

(d) Exercise by deceased employee dur-
ing lifetime. If a statutory option is ex-
ercised by an individual to whom the
option was granted and the individual
dies before the expiration of the appli-
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cable holding period as determined
under section 422(a)(l), 423(a)(1), or
424(a)(1), section 421(a) does not become
inapplicable if the executor or adminis-
trator of the estate of such individual,
or any person who acquired such stock
by bequest or inheritance or by reason
of the death of such individual, dis-
poses of such stock before the expira-
tion of such applicable holding period.
This rule does not affect the applica-
bility of section 1222, relating to what
constitutes a short-term and long-term
capital gain or loss.

(e) Incorporation by reference. Any re-
quirement that an option expressly
contain or state a prescribed limitation
or term will be considered met if such
limitation or term is set forth in a
statutory option plan and is incor-
porated by reference by the option.
Thus, if a statutory option plan ex-
pressly provides that no option granted
thereunder shall be exercisable after
five years from the date of grant, and if
an option granted thereunder expressly
provides that the option is granted sub-
ject to the terms and limitations of
such plan, the option will be regarded
as being, by its terms, not exercisable
after the expiration of 5 years from the
date such option is granted.

[T.D. 6887, 31 FR 8789, June 24, 1966]

§1.422-4 Qualified stock options (prior
law).

Section 422 of the Code, pertaining to
qualified stock options, was repealed
by section 11801(a)(20) of the Omnibus
Budget Reconciliation Act of 1990. In
view of the savings provision of section
11821(b) of that act, the regulations
under the repealed section 422, which
were removed from the Code of Federal
Regulations, may be of continuing in-
terest to the public. Those regulations
were set forth in 26 CFR 1.422-1 and
1.422-2 as contained in 26 CFR edition
revised as of April 1, 1991.

[T.D. 8374, 56 FR 61160, Dec. 2, 1991]

§1.422-5 Stockholder approval of in-
centive stock option plans.

This section addresses the stock-
holder approval of incentive stock op-
tion plans required by section 422(b)(1)
of the Internal Revenue Code. (Section
422 was added to the Code as section
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